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ARTICLES
TAX ASPECTS OF A PARTNER'S WITHDRAWAL
FROM A PARTNERSHIP
By

BARRY PERIL*

T HE withdrawal

of a partner from a partnership is a common business occurrence. This decision may be motivated by one of several considerations.
The withdrawing partner might wish to retire from active business, or disagreements and antagonisms between partners may reach a point where one
of them feels compelled to leave the partnership. Perhaps, because of age,
injury or illness, a partner may become so disabled he is unable to continue
an active role in partnership affairs.

Whatever the reason for the withdrawal, there are basically two alternatives which could be used to effect the desired result. First, the withdrawing
partner can sell his interest either to one or more of the remaining partners,
or to a non-partner who will subsequently be admitted to the partnership.
Second, the withdrawing partner can have his interest liquidated by the partnership. Under either alternative, each party to the transaction is affected
tax-wise by the course of action which is finally adopted. The withdrawing
partner will seek the "magic" of capital gains and attempt to avoid any
ordinary income. The remaining partners, or the non-partner purchasing the
interest, will want their expenditures to be currently deductible, if possible,
or alternatively, to be depreciated or amortized over some reasonably short
period. In addition, all parties must determine whether a particular transaction will terminate the partnership and close the partnership's fiscal year,
thereby lumping more than twelve months' income into one taxable year.
Before the Internal Revenue Code of 1954 was enacted, the tax law affecting partnerships was controlled by a few scanty statutory provisions. Most
of the operating rules of law were developed through court decisions and
administrative rulings. With the advent of the 1954 Code, an integrated,
but highly detailed statutory pattern was introduced in an attempt to clarify
and settle this area of the law.
* B.S., University of Pennsylvania, Wharton School of Commerce and Finance; LL.B., Harvard
Law School. Member of Philadelphia, Pennsylvania, and Washington, D. C. Bar Associations.
Associated with the firm of Polisher, Steinberg, Yohlin, and Polisher in Philadelphia, Pennsylvania.
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A comprehensive discussion of each of these problems is obviously beyond the scope of a single article. Instead, the intention here is to outline the
various alternatives available to all the parties involved, with their attendant
problems, and to present the relevant statutory provisions without attempting
to treat one particular aspect of the transaction exhaustively.
SALE OF PARTNERSHIP INTEREST

The transaction under discussion involves a sale by the withdrawing
partner to one or more of the remaining partners or to a non-partner who will
subsequently be admitted to the partnership, but not to the partnership as
an entity.
Effect on Selling Partner
Prior to the 1954 Code, the Commissioner initially maintained that the
sale of a partnership interest was in reality a sale of the partner's propor•tionate share in the various specific partnership assets. The nature of the
gain or loss was ordinary or capital, according to the nature of the assets held
by the partnership.1 However, the courts refused to follow this view. They
adopted the theory that a partnership was an entity and the sale of a partnership interest was the sale of a capital asset.2 After a number of adverse decisions the Commissioner acquiesced in the capital asset approach.'
Under the 1954 Code section 741 clearly provides that the sale or exchange of an interest in a partnership shall result in a capital gain or loss to
the seller. This rule applies whether the partnership interest is sold to one
or more members of the partnership, or to one or more persons who are not
members of the partnership.' Even where the sale results in a termination
of the partnership (to be discussed more fully below), it will receive capital
asset treatment.5
Of course, the selling partner's share of partnership earnings, which have
accrued from the beginning of the current partnership fiscal year to the date
of the sale, will be taxed to him as his distributive share of such earnings.'
Under the 1939 Code once the capital asset concept of a partnership interest had developed, it was possible for a partner to convert ordinary income
I G.C.M.

10092, XI-ICB 114.
Dudley F. Humphrey 32B.T.A.280 (1935); Stilgenbaur v. Commissioner 117 F. 2d 283
(9th Cir. 1940); U. S. v. Shapiro 178 F.2d 459 (8th Cir. 1949); Swiren v. Commissioner 183
F.2d 656 (7th Cir. 1950).
'G.C.M. 26379 (1950 C.B.58).
'Regs. § 1.741-1(b). All citations refer to the Internal Revenue Code of 1954 and the
Regulations thereunder.
5 Ibid.
2

SINT. REV. CODE OF 1954 § 706(c) (2).
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into capital gains in the following manner: Assume that the partnership assets
include inventory items, which will shortly be sold by the partnership at a
profit, and billings for goods already sold or services rendered which have
not as yet been reported as income by the partnership. When the partnership
sells the inventory items and collects the outstanding billings, it will realize
ordinary income, which is then taxed to the individual partners as their distributive shares of such income. However, if, before the partnership sells this
inventory and collects on these billings, a partner were to sell his partnership
interest, the gain on this sale would be a capital gain, even though the value
of his interest was in part attributable to the existence of these soon-to-berealized ordinary income items. In this way the selling partner escapes ordinary income tax rates on a portion of the value of his partnership interest.
Prior to the 1954 Code this device, the so-called collapsible partnership, had
become an acknowledged means of tax avoidance
To meet this situation section 751 of the 1954 Code was enacted. This
section provides that where a portion of the proceeds of a sale or exchange of
a partnership interest is attributable to the transferor partner's interest in unrealized receivables or substantially appreciated inventory items, this amount
shall be treated as ordinary income realized from the sale or exchange of a
non-capital asset.
Unrealized receivables are defined as a right (contractual or otherwise)
to payment for goods delivered or to be delivered, if such goods are not capital
assets.' Unrealized receivables also include any rights to payments for services
rendered or to be rendered by the partnership.' Neither the statute nor the
regulations define precisely what type of right is intended by the phrase "contractual or otherwise." Presumably any right means a legally enforceable
one.10 Combining that concept with the phrases "goods ... to be delivered"
and "services . . . to be rendered," would bring any executory contract for
future goods or services within the ambit of section 751. How far this literal
interpretation of the statute will be carried is as yet undetermined.
Nevertheless, section 751(c) excludes from the definition of unrealized
receivables any rights to payment which, under the partnership method of
accounting, have already been taken into income prior to the time a partner
sells his interest. Thus, an accrual basis partnership will rarely have any sub-

7 Jackson, Johnson, Surrey, Tenen and Warren, The Internal Revenue Code of 1954: Partner.
ships, 54 COLUM. L. REv. 1183, 1216 (1954).
8 INT. REV. CODE OF 1954 § 751(c).
9 Ibid.
10 H. R. Rep. No. 1337, 83d. Cong., 2d Sess. (1954) indicates Congress was thinking in terms
of legal rights to payment. See also MERTENS, FEDERAL INCOME TAXATION, § 35.85.
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stantial unrealized amount of receivables since, under this method of accounting, income is considered as realized when the right to payment becomes fixed
and determinable. 1
On the other hand, since a cash basis partnership does not take an item
into income unless cash or its equivalent is received, it is likely to have a substantial amount of unrealized receivables in the form of uncollected fees,
whether or not billed, installment obligations arising from the sale of noncapital assets and potential profits on contracts for the future delivery of
goods. A mere expectancy of profits from a favorabre and continued relationship with customers would not be an unrealized receivable, but it would
be considered in the nature of good will.12
Section 751 (d) defines "substantially appreciated inventory" in the following manner. "Inventory" means assets held for sale to customers in the ordinary course of business and any property which, if sold by the partnership, or
if sold by the partner transferring his interest, would result in ordinary income or loss, and not capital gain or loss. "Substantially appreciated" means
that the fair market value of all inventory items exceeds 120 per cent of the adjusted basis to the partnership of such property and that this value must also
exceed 10 per cent of the fair market value of all partnership property other
than money.
The definition of "inventory" to include virtually all assets which, either
in the hands of the partnership, or the transferor partner, are non-capital
assets, presents a possible trap for the uninformed taxpayer. For example,
real property or depreciable property used in a trade or business, but held
for less than six months, would be an inventory item for section 751 purposes,
since the sale of such an asset would not result in a capital gain."3 A partner
who is about to sell his interest would do well to assure himself that the six
month holding period had expired and that such property was excluded from
the inventory category.
Under the Regulations, unrealized receivables are also inventory items."4
This provides a double impact insofar as these receivables are concerned. In
addition to creating ordinary income to the selling partner as an unrealized
receivable, it is also used as a factor in the determination as to whether the
inventory items have substantially appreciated. In the usual case unrealized
receivables will have a zero basis,"5 and their entire value will represent ap11

Regs. § 1.446-1(c) (ii).
op. cir. supra note 10.
13 INT. REV. CODE OF 1954 § 1231(a), 1221(2).
14 Regs. § 1.751-1(d) (2) (ii).
1"See Regs. § 1.751-1(c) (2).
12 MERTENS,
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preciation. For this reason, the inclusion of unrealized receivables as inventory
will make it easier for the Commissioner to find that the fair market value of
inventory items meets the 120 per cent and 10 per cent tests of substantial
appreciation.
Furthermore, accounts receivable, even where they are not unrealized receivables, as in the case of an accrual basis partnership, are considered to be
inventory items.16 Since the basis of an account receivable, once it has been
taken into income, is equal to its face amount,17 the inclusion of accounts receivable as inventory will not affect the 120 per cent test because its basis will be
equal to its value. But the 10 per cent test, as to the value of inventory items
compared to that of the other assets, may be more easily satisfied by the inclusion of these accounts.
The status of any particular asset as an "inventory" item is determined
at two levels."
First, it must not be considered as inventory to the partnership. Second, even though a particular asset is not considered to be an inventory item in the hands of the partnership, it may still be deemed inventory if, in the hands of the partner selling his interest, such an asset would
be regarded as property held for sale to customers in the ordinary course of
business, or would otherwise produce ordinary income instead of capital gains.
This provision is important to those partners who are dealers in certain types
of property, such as real estate. Prior to the 1954 Code it was possible for
a partner, who was a dealer in real estate, to become a member of a partnership which had little or no real estate dealings and, therefore, could not be
classified as a dealer. If the dealer-partner sold his interest in the partnership,
he would have capital gains, in spite of the fact that if he had sold an interest
in the real estate itself, it would have resulted in ordinary income.1" Section
751 prevents treatment of these assets as capital gains. Those partners who
are not dealers in the type of property under consideration are, presumably,
unaffected by this rule.
Where the partnership assets consist in part of unrealized receivables and
substantially appreciated inventory, a sale or exchange in whole or in part of
a partnership interest will result in treating a portion of the proceeds as arising from the sale of a non-capital asset, and treating the balance as arising
from the sale of the partnership interest, a capital asset.2" Generally, the por16 Regs.

§ 1.751-1(d) (2) (ii).
17 A. B. Culbertson, 14 T.C. 1421 (1950);

RABKIN AND JOHN, FEDERAL INCOME GIFT AND

ESTATE TAXATION § 35-03.
'8 Regs. § 1.751-1(d) (2).
19 Atlas, Problems in Buying and Selling Real Property, N.Y.U. 10TH INST. ON FED. TAX 57,
66 (1952).
20

Regs. § 1.751-1(a)(1).
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tion of the total amount realized, which the seller and purchaser allocate to
unrealized receivables and substantially appreciated inventory in an armslength agreement, will be regarded as correct. 1
But where the parties make no allocation among the various types of
assets involved in their sales contract, or where any allocation made in the
contract is not at arms-length, i.e. between related parties, the Commissioner
will presumably determine for himself the manner in which the sales proceeds
should be allocated. As a practical matter, the determination of the relative
fair market values of the assets involved should not be too difficult in most
cases. The unrealized receivables and the substantially appreciated inventory
items existing at the time of sale will probably be sold or realized shortly
thereafter. Such a subsequent sale or realization will generally establish fair
market value. The problem most likely to prove troublesome would seem to
be the discounting of the unrealized receivables due to the time and risk involved as to their collection in the future.
That portion of the partner's adjusted basis for his partnership interest
to be allocated to unrealized receivables and substantially appreciated inventory is an amount equal to the basis said property would have had if distributed
to the selling partner in a current distribution immediately before the sale
under section 732. Normally, this would be equal to the basis of these properties in the hands of the partnership,2 2 limited by the fact that this basis shall
not exceed the adjusted basis of the partner's interest in the partnership. 3
Gain or loss on the sale of the partnership interest will be determined
by subtracting the transferor's basis for his interest from the amount realized
on the sale of his interest. In determining the transferor's basis we must first
consider his basis at the time the partnership interest was originally acquired.
This depends upon the manner in which it was acquired. Generally speaking,
a partnership interest may be acquired by contributing money or property to
the partnership, by purchasing a partnership interest from a member of the
partnership, by gift or by inheritance. Where the interest was acquired by
contributing money to the partnership, the basis at the time of acquisition is
the amount of money contributed. 4 If property other than money is contributed in exchange for the partnership interest, the basis of the partnership
interest so acquired is the adjusted basis of such property to the contributing
partner at the time of the contribution.2 5 This is true even though his part21
22

Regs. § 1.751-1(a) (2).
Regs. § 1.751-1(a)(2).

23INT. REV. CODE OF 1954 §732(a)(2).
24 INT. REV. CODE OF 1954 § 722.
25

Ibid.
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nership interest, as carried on the books of the partnership, reflects the value
of the contributed property rather than its basis to the contributing partner.
Where the partnership interest is acquired by purchase from a member of the
partnership, the transferor partner's basis at the time of acquisition is the price
he paid for the interest."8 In the case where a partner acquires his interest
by gift, he takes the donor's basis as his own. Under the Technical Amend-.
ment Act of 1958, the amount of any gift tax, which the donor has paid in
respect to the transfer of the partnership interest, can be used under certain
conditions to increase the donee's basis for his partnership interest.27 If the
partner acquired his interest by inheritance, his basis for this property is the
fair market value of the interest at the date of the death of the deceased
partner, or its value at the applicable valuation date which is used for purposes
of computing the deceased partner's federal estate tax.2
Once the original basis is determined, this figure is modified to reflect
changes resulting from partnership operations and distributions. Basis is increased by the sum of the partner's distributive shares for the current taxable
year and for all prior taxable years of partnership taxable, income, by any
partnership income which is exempt from income tax, and by the excess
of deductions for depletion over the basis of the property subject to depletion. " Basis is decreased by the partner's distributive share of partnership
losses for the current year and for all prior taxable years and by those expenditures of the partnership not deductible for income tax purposes and not properly chargeable to the partner's capital account.2
Basis is also reduced in the
event the partnership distributes money or property to the partner. 1 Where
money is distributed to the partner, basis is reduced by the amount of the
money so distributed.
Where property, other than money, is distributed to
the partner, basis is reduced by the amount of the basis which such property
33
has in the hands of the distributee partner immediately after the distribution.
In the usual case, the amount of this latter basis reduction will be the amount
of the basis which the distributed property had in the hands of the partnership
immediately before the distribution, but not in excess of the difference between the distributee partner's adjusted basis for his partnership interest and
any money distributed in the same transaction.2
2 INT. REV. CODE OF 1954

27 INT. REv.
28
INT. REV.
29INT. REV.
30
IN-. REV.

CODE
CODE
CODE
CODE

OF
OF
OF
OF

1954
1954
1954
1954

§ 742.
§ 615(d).
§ 1014.
§705(a)(1).
§705(a)(2).

a'Ibid.
2 INT. REV. CODE OF 1954 § 733.
83 INT. REV. CODE OF 1954 § 733,

34 Ibid.

§ 732.
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Further consideration must be given to partnership liabilities when determining the adjusted basis of a partner's interest. A partner's share of partnership liabilities will increase his basis for his partnership interest."' Any decrease in his share of partnership liabilities will accordingly decrease his basis. '
It can readily be seen that the basis computation can become a complex
affair, especially where information as to prior taxable years may not be available or may not be easily interpreted. In this situation, the Code and the
Regulations permit an alternative rule for the computation of basis. 7 This
rule will apply only where circumstances are such that the general rules for
determining basis cannot be practicably applied or where, in the opinion of
the Commissioner, the result produced by the alternative rule will not vary
substantially from that of the general rule. The alternative rule provides that
a partner's basis for his partnership interest will be his share of the adjusted
basis of partnership property, which would be distributable upon termination
of the partnership. However, even under the alteinative rule, adjustments
may have to be made in order to reflect any significant discrepancies arising as
a result of contributed property, transfers of partnership interests, or distributions of property to the partners.
After the transferor's basis is determined, gain is computed by subtracting
the basis from the amount realized on the sale of the partnership interest.
The amount realized, of course, is the cash and other property received as the
proceeds of the sale. The amount of the transferor partner's share of partnership liabilities, which is assumed by the transferee partner, is considered
to be a part of the amount realized. 8
When a partner disposes of his entire interest, the partnership year closes
for him at that time."9 This is true even though the partnership year does not
close for the remaining partners. The transferor partner must include in his
income his share of partnership earnings up to the date of sale. However,
if a partner disposes of only a part of his interest, the partnership taxable year
for him will continue to its normal end."0 In such a case, his distributive share
of partnership income for the year of disposition will take into account his
varying interests in the partnership during that year. 1
Where the partnership year terminates for the selling partner, it may
have the effect of lumping more than twelve months' income into the partner's
85 INT. REV. CODE OF 1954 § 752.

36 Ibid.
878 Regs. § 1.705-1(b).
s Regs. § 1.752-1(d).
89
Regs. § 1.706-1(c) (2).
40 Regs. § 1.706-1(c)(4).
41 Ibid.

1960.1

TAX ASPECT OF A PARTNER'S WITHDRAWAL

taxable year. For example, assume A is an individual, reporting his individual
income on a calendar year basis. He is -amember of a partnership which reports on a January 31st fiscal year. A sells his entire partnership interest on
November 30, 1959, A must include in his income for the calendar year ending December 31, 1959, the following items:
(a) His share of partnership profits for the partnership fiscal year
ended January 31, 1959.4"
(b) His share of partnership profits for the period from February 1
to November 30, 1959.
(c) His gain, if any, on the sale of his interest.
It can be seen that A will pay tax on twenty months' income in his tax
return for 1959. The effect of this will be to greatly increase A's annual income and, correspondingly, place him in a higher tax bracket. To avoid this
problem, A could sell his interest on January 31, 1960. Alternatively, he could
sell only a part of his interest on November 30, 1959. Since he sold only a
part of his interest, his taxable year as to partnership income will not close
at that point. Then he could sell the balance of his interest early in 1960,
at which point the partnership taxable year will terminate for him, and his
share of partnership income from February 1, 1959 to the date of sale will
be taxed to him in 1960.
Effect on Purchaser of PartnershipInterest
The purchaser of a partnership interest takes as a basis for that interest
the purchase price he paid for it.'" His partnership interest is not a depreciable asset and the only way he may recoup his basis would be to resell this
interest. Furthermore, the general rule is that the basis of partnership assets
is not affected by sales of an interest in the partnership by one of the partners."'
This rule has the practical advantage of eliminating complicated adjustments
to the basis of numerous partnership assets, whenever a shift in partnership
interests occurs. For many of the smaller partnerships the extra bookkeeping
costs which would be required for these basis adjustments would be prohibitive.
The application of the basis rules described above could lead to serious
inequities. When a purchaser of a partnership interest acquires an interest,
the price he pays for his interest is generally based upon the fair market value
of the partnership assets. These assets may have appreciated in value and
42 Regs. § 1.706-1(a) (1).
43 INT. REV. CODE OF 1954 § 742; Regs. § 1.742-1.
44INT. REV. CODE OF 1954 § 743(a).
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may be worth substantially more than their basis in the hands of the partnership. Under the rules described above, the purchaser of a partnership interest
would be unable to recoup via an increase in basis for depreciable property
or for goods held for resale, the amount he paid for this appreciation in value,
since the basis of the property in the hands of the partnership would -remain
unchanged. To relieve this inequity, the 1954 Code provides a special partnership election to adjust the basis of partnership assets when a partnership
interest is sold. This election is governed by the provisions of sections 743,
754 and 755. This adjustment affects only the purchaser of the partnership
interest but not the other partners. As to the purchaser, once the election is
made and the amount of the basis adjustment is determined, the resulting basis
figure is used for all purposes in which basis is a relevant factor, including
sales of partnership property, depreciation, depletion and partnership distributions. Note that while the adjustment to basis affects only the purchaser
of a partnership interest, the election to adjust basis is a partnership election
in which all of the partners must concur.45 For this reason any new partner
contemplating the advantages of this election would be well-advised to determine, in advance, whether all of the remaining partners will consent to
make this election.
The election, once made, applies to the year of election and to all subsequent years. It cannot be revoked without the consent of the District Director of Internal Revenue.
Section 743(b) provides that upon the transfer of an interest in a partnership by sale or exchange, or upon the death of a partner, the basis of partnership assets may be adjusted in accordance with the rules of section 754.
Section 754, in turn, requires that any election to adjust basis under section
743(b) will also require an election by the partnership to submit to the basis
election under section 734." Section 734(b) provides for an election to adjust basis whenever there is a distribution of partnership property to a partner.
Thus, once having made an adjustment to basis in the year of the election
when the transferee partner has purchased his interest, further adjustments
to basis, either upwards or downwards as the case may be, will have to be
made, in the event of a subsequent transfer of a partnership interest (whether
by sale, exchange, or upon the death of a partner) or a distribution of partnership property." The operation of section 734 insofar as it differs from that
of section 743, is described below in the discussion on liquidation of a partnership interest.
45 Regs. § 1.754-1(a), (b).
46 Ibid. The operation of INT. REv. CODE OF 1954 § 734 is more fully described below.
4T
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If the partnership assets have appreciated in value, the adjusted basis of
these assets will be increased by the excess of the transferee partner's basis
for his partnership interest over his share of the adjusted basis to the partnership of all partnership property. Where partnership assets have decreased
in value, the adjusted basis of the partnership assets will be decreased by the
excess of the transferee partner's share of the adjusted basis of all partnership
property over his basis for his partnership interest. 8
The rules determining which particular assets will have their basis increased or decreased are set out in the Regulations under section 755. These
rules require the following steps to be taken:
(1) Divide partnership assets into two classes. The first class is comprised of both capital assets and section 1231(b) assets. The second class
encompasses any other partnership properties.4
(2) Allocate the amount of the adjustment between the two classes of
assets on the basis of the relative values of each class. 0
(3) The amount allocated to each of the two classes of assets is further
allocated among the specific assets within each class in such a way as to increase or decrease, as the case may be, each specific asset to its fair market
value. However, if the overall adjustment is an increase to basis, the increase
is allocated only to assets whose value exceeds its basis. No increase in basis
is permitted for an asset whose value is less than basis. If the overall adjustment is a decrease in basis, the reverse is true. No asset whose value exceeds basis will have its basis reduced in such a case.5
(4) If goodwill is carried on the books of the partnership, or is reflected
in the price at which the partnership interest was sold, then a portion of the
basis adjustment must be allocated to it. "2 Since goodwill is non-depreciable,
if any substantial portion of the basis adjustment was allocable to it, the whole
purpose of the election would appear to be thwarted. For this reason, personal service and professional partnerships, having few tangible assets, will
rarely, if ever, find this election an attractive one.
In certain circumstances the election may be revoked, but only with the
consent of the District Director of Internal Revenue. Those situations include a change in the nature of the partnership business, a substantial increase
in or change in the nature of partnership assets, or an increased frequency of
retirements or shifts in partnership interests, so that an increased administra48

Regs.
9'Regs.
Regs.
Regs.
5
2 Regs.
50
51

§
§
§
§

1.743-1(b)(I).
1.755-1(b).
1.755-1(a)(1)(i).
1.755-1(a) (1).
§ 1.755-1(a) (1) (IV).
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tive burden falls upon the partnership. The revocation will not be permitted
if its purpose is primarily to avoid stepping down the basis of partnership
assets upon a transfer or distribution in a year subsequent to the year of the
election.5"
Several observations as to the usefulness of the election to change basis
are pertinent here. One authority, in discussing the practical aspects of the
optional basis adjustment, said:
Few partnerships will be so venturesome as to make the optional basis
election. Death, sales and distributions may impose a severe administrative
burden on the partnership which has made the election. There will be advantages if the value of the partnership
assets continue to rise, but a severe
4
detriment will ensue if values fall.5
In addition, it should be noted that the appreciation in value of the partnership assets should be substantial in amount, if the election is to be worth
the administrative trouble and the risk of decline. If any part of the appreciation is attributable to good will, a non-depreciable and virtually non-salable
asset, there will be no opportunity to recoup this increased basis except by
selling the partnership interest.
Finally, because of the continuing nature of this election and the unpredictability as to when partnership interests will be transferred or distributions
made, the determination of the potential benefits of this election presents a
serious problem of business judgment.
Where the partnership does not consent to make the election under section 743 for the benefit of the incoming partner, the 1954 Code provides this
incoming partner with a further election which he may make, in order to reflect the price he paid for his interest in the basis of partnership assets. This
election is contained in section 732(d) and applies only to partnership distributions of property. If a partner acquires his partnership interest through
a transfer of that interest (by sale, exchange or through the death of a partner)
and within two years of the date he acquired his interest he receives a distribution of property other than money, he may elect to have his basis for the
property adjusted as if the election under section 743 had been made by the
partnership."
Effect on Remaining Partners
When the withdrawing partner sells his interest, the problem arises as to
whether this action will terminate the partnership and affect its right to con53 Regs. § 1.754-1(c).
54 Janin, Current and Regulatory Distributions and Partnership Elections under Section 754,
PRoc. N.Y.U. 15TH INST. ON FED. TAx 95, at 114 (1957).
5 Ress. § 1.732-1(d).
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tinue using its present fiscal year, assuming it does not report on the calendar
year basis. If the partnership taxable year is closed prematurely because of
the withdrawing partner's sale of his interest, the remaining partners may be
forced to include partnership income in their individual returns prior to the
time when that income would be otherwise included. In such a case, if the
partnership and the partners are on different taxable years, this will result in
a bunching of income from more than one taxable year. In this respect the
problem for the remaining partners is the same as that of the withdrawing
partner who sells his interest.
To further aggravate the problem, if the partnership fiscal year closes
and the partnership is terminated, a new partnership, consisting of the remaining partners and the newly admitted partner, is deemed to have been
created.56 Under section 706(b), this new partnership may not change to
or adopt a fiscal year unless such fiscal year is the same as that of all the principal partners. The only exception to this rule is when the partnership establishes, to the Commissioner's satisfaction, a business purpose for the adoption
of a different year. A principal partner is defined as one having an interest
of 5 per cent or more in either partnership capital or profits. The effect of
these provisions is to deny the remaining partners, once the partnership has
terminated, continued use of the old partnership fiscal year after the old partnership is terminated, except in the unlikely event that all the individual principal partners have the same taxable year as the old partnership. Most likely
the new partnership will be forced to operate on a calendar year.
For tax purposes, a partnership is terminated under two circumstances.'
Concepts of "dissolution" or "liquidation" as defined under state law play no
part in this determination.5 8 The first circumstance occurs when no part of
the business is carried on in the form of a partnership. An example of this
situation exists where A and B, each of whom is a 20 per cent partner in partnership ABC, sell their interest to C, who was a 60 per cent partner. Since C
is the sole remaining partner, the business is in reality a proprietorship, and
the partnership is terminated."9
The second instance of termination occurs when, within a twelve month
period, there is a sale or exchange of 50 per cent or more of the total interest
in partnership capital and profits. For purposes of determining this type of
termination, all sales or exchanges within any twelve month period, if there
is more than one such sale, are aggregated to determine whether the 50 per
56
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cent requirement has been met. Such sale or exchange includes a sale or exchange by the withdrawing partner to another member of the partnership as
well as sales or exchanges made to non-members. ° Consequently, if a partner
with a 50 per cent interest in the partnership sells his interest to the other
partners, the partnership would terminate. If, instead, the interest of such
50 per cent partner were liquidated by the partnership, the partnership would
not be terminated because the liquidation of a partnership interest is not considered a sale or exchange for this purpose. 1 Also, a disposition of a partnership interest by gift or by inheritance is not considered a sale or exchange for
this purpose."2 Furthermore,, the contribution of property to a partnership
does not constitute such a sale or exchange. 3
In addition, the requirement of section 708 (b) (1) (B) that 50 per cent
of the total interest in partnership capital and profits be sold or exchanged
means 50 per cent or more of the total interest in partnership capital plus
50 per cent or more of the total interest in partnership profits." For this
reason the sale of a 30 per cent interest in capital and a 60 per cent interest
in profits would not be the sale or exchange of 50 per cent of the total interest
therein. However, in determining whether 50 per cent of the total partnership interest in capital and profits has been sold or exchanged, successive sales
of the same interest are not accumulated. For example, with respect to the
ABC partnership, if A sold a 30 per cent interest in profits and capital to D,
and later D sold this 30 per cent interest to E, there would be no termination
of the partnership because only one 30 per cent interest was sold during the
twelve month period. If, however, A sold a 30 per cent interest to D, and
B sold a 30 per cent interest to E, the 50 per cent requirement would have
been met since the sales involved different interests. Accordingly, the partnership would be terminated under those circumstances."'
LIQUIDATION OF RETIRING PARTNER'S

INTEREST

Apart from having the retiring partner sell his interest either to the remaining partners or to a non-partner, the other method of accomplishing his
withdrawal from the partnership is to have the partnership liquidate his interest. In this type of transaction, the partnership may make payments over
a period of time to the retiring partner. These payments may be composed
of one or more elements, such as amounts attributable to the recipient's cap60
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ital account, his share of undistributed profits, goodwill, non-capital assets
or unrealized receivables. To clarify the tax effects of these payments, a
distinctive statutory pattern was established by section 736.
Although this section also applies to payments made to a deceased partner's successor in interest, we shall limit our consideration to those payments
made in liquidation of a withdrawing partner's interest. Section 736 applies
only to payments made by the partnership and not to transactions between
the partners individually. Partnership payments must be in complete liquidation of the retiring partner's entire interest in the partnership. 8 For these
purposes a partner retires when he ceases to be a partner under local law.e'
In the usual case, this will mean that when a partner exercises his right of
withdrawal, either according to the provisions of the general type of partnership agreement, or according to his statutory right to do so,6" state law
will no longer regard him as a member of the partnership.
Effects on the Retiring Partner
Section 736 is divided into subsections "a" and "b". When a partnership makes payments in liquidation of a retiring partner's interest, whether
or not these payments are contingent upon the earnings of the partnership,
the payments must be allocated between that portion attributable to his interest in partnership assets and liabilities (governed by subsection "b") and
other payments (governed by subsection "a"). The payments falling under
subsection "b" are treated as liquidating distributions, resulting in capital gain
or loss to the retiring partner, except for amounts attributable to unrealized
receivables or substantially appreciated inventory items.69 The remaining
partners are allowed no deduction for these payments since they represent
either a distribution or a purchase df the withdrawing partner's capital interest
by the partnership.7
Payments falling under subsection "a" constitute ordinary income to the
retiring partner and are either excludible from the income of the remaining
partners, or deductible by the partnership in a manner described more fully
below."' Since the retiring partner will generally seek the maximum amount
possible in capital gains treatment, and the remaining partners will attempt
to obtain the maximum amount possible in excludible or deductible items,
6
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it is readily apparent that the interests between the parties are easily drawn
into conflict.
The portion of the payments received, which are attributable to the retiring partner's share of partnership assets and liabilities, fall into the subsection "b" category. In the usual case this will be the amount shown in
his capital account. Generally, the valuation placed by the parties upon the
retiring partner's interest in the partnership property in an arms-length agreement will be accepted as correct. This valuation must reflect the retiring
partner's share of partnership liabilities as well as assets.7"
The treatment of partnership goodwill depends upon whether the partnership agreement specifically provides for goodwill payments. If it does,
then the amount allocable to good will is considered a subsection "b" item,
and an arms-length agreement fixing a value for goodwill will be regarded
as correct7 3 If it does not, then no amount received by the retiring partner
is attributable to partnership goodwill. Note that the partnership agreement is defined for tax purposes as including any modification of the original
agreement which occurs before the date prescribed by law for the filing of
the partnership return for the taxable year involved.7"
Amounts attributable to unrealized receivables are considered subsection
"a" amounts and more fully described below.
Payments made to a retiring partner for his interest in inventory are
considered a part of his interest in partnership property under subsection
"b". " However, payments for his interest in substantially- appreciated inventory items are subject to the rules of section 751, and the amount by which
the payments received for these items exceed the partner's basis for such
items will represent ordinary income to him.7" Even though this amount will
be ordinary income to the retiring partner, the partnership will not receive
a deduction in this amount, since it is considered to be a subsection "b" item
which is capital in nature.77 To this extent, the treatment of substantially
appreciated inventory items differs from that of unrealized receivables.
Those amounts which do not fall under subsection "b" necessarily become subsection "a" items. This will include that portion of the payments
received which are not attributable to the retiring partner's share in partner72
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ship assets and liabilities, to partnership goodwill if the partnership agreement does not specifically provide for good will, or to substantially appreciated inventory items. Section 736(a) has two different methods of treating these ordinary income amounts-as distributive shares of partnership profits
or as guaranteed payments.
That portion of the payment will be treated as a distributive share of
partnership profits, if the amount of the payment to the withdrawing partner
is determined with regard to the income of the partnership."8 An example of
this type of payment is "$1,000 a month for ten years, payable only from
net earnings of the partnership." " The effect of this treatment is to reduce
the amount of partnership profits taxed to the non-withdrawing partners."0
For example, if partnership net income is $10,000 and the portion of the
withdrawing partner's payments attributable to the section 736(a) (2) distributive share is $3,000, then the retiring partner is taxed on the $3,000 as ordinary income and the non-retiring partners are taxed proportionately on $7,000.
The section 736(a) amount is a guaranteed payment, if the amount of
the payment is determined without regard to the income of the partnership.'
Guaranteed payments are deductible by the partnership and they are ordinary
income to the retiring partner.82 An example of this type of payment is
"$1,000 per month for ten years without regard for partnership earnings." "'
If the amount of the guaranteed payment is $3,000 and partnership income
before deduction of this payment is $10,000, then the retiring partner is
taxed on $3,000 of ordinary income and the non-retiring partners on $7,000.
In the examples given there is no difference in the treatment of distributive shares and guaranteed payments. However, the difference may be important where a loss is involved. Thus, assume that partnership income is
$2,000 and that the retiring partner is entitled to receive $3,000, first as a
distributive share, and second, as a guaranteed payment. Under the first assumption the retiring partner receives and is taxed on $2,000 of ordinary
income since that is the extent of the profits. The non-retiring partners report
no profits. As for the second assumption, the retiring partner receives and
is taxed on $3,000 of ordinary income, if he is paid that amount, and the nonretiring partners have a loss of $1,000 because the guaranteed payment is a
deduction from partnership income.
78
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Where payments made under section 736 are received by the retiring
partner -during the taxable year, he must segregate that portion of each payment which is attributable to subsection "b" from the remaining portion attributable to subsection "a".
If the partnership agreement provides that the retiring partner is to receive a fixed amount, whether or not supplemented by any additional amounts
over a fixed number of years, each payment will be deemed to contain that
portion of subsection "b" items in the same ratio that the total amount for
all kinds of payments bear to the total amount of subsection "b" payments.
The balance, if any, is treated as subsection "a" items. 8' Thus, assume retiring partner A is to receive payments from the partnership totaling $50,000,
of which $20,000 represents subsection "b" items and $30,000 subsection "a"
items. It is agreed that A is to receive $10,000 annually for 5 years. Of
each $10,000 annual payment, two-fifths or $4,000 represents subsection "b"
amounts, and three-fifths or $6,000 represents subsection "a" amounts.
If the retiring partner receives payments which are not payable in fixed
amounts over a fixed number of years, such payments shall first be treated as
subsection "b" items to the extent of the value of such items. Thereafter,
all payments received shall be considered as subsection "a" items.8 5 In this
way ordinary income treatment can be postponed. Thus, assuming the same
facts concerning retiring partner A in the example above, with the exception
that the $50,000 payable to A is not to be paid at the rate of $10,000 annually, but rather that A is to receive 30 per cent of the profits from the partnership until he has received a total sum of $50,000. A's share of partner'ship profits in the first year is $10,000. This amount is regarded as including
nothing but subsection "b" items. In the second year A receives $15,000 from
partnership profits. $10,000 of this amount is considered to be subsection
"b amounts, and $5,000 is a subsection "a" amount. Since the full $20,000
of subsection "b" amounts have then been collected, all further receipts by
A from the partnership will be considered as subsection "a" amounts. Because
subsection "a" amounts are treated as ordinary income to A, this method of
handling the payments defers the ordinary income payments until such time
as the subsection "b" amounts are fully collected by A.
Since the amounts received as subsection "b" items are considered as
partnership distributions, gain or loss is determined when the amount realized
for subsection "b" items exceeds the basis for the retiring partner's interest in
such items. In other words, the cost or basis is recovered first before any
84
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gain or loss is recognized. But where the total payments for subsection "b"
items are a fixed amount, over a fixed number of years, the retiring partner
may elect an alternative method of reporting gain or loss. This election is
made in his tax return for the first year in which he receives these payments
and is akin to the installment sales provisions which apply generally to the
sales of other types of property."0 The election operates to take as the gain
or loss for each year the difference between the amount received that year as
subsection "b" items, and the portion of the adjusted basis of the partner for
his partnership interest attributable to such distribution. This basis computation is made by multiplying his basis for all subsection "b" items to be received by him by the amount of subsection "b" items received by him in that
year and then dividing that figure by the total amount to be received for his
interest in such items. "7
The amount of any payments made under subsection "a" are included in
the recipients' income for the taxable year when the partnership taxable year
in which the payment represents a distributive share ends, or the taxable year
in which the partnership is entitled to deduct such amount as a guaranteed
payment.8 " On the other hand, payments under subsection "b" are taken into
89
account by the recipient for the taxable year in which such payments are made.
Effect on the Remaining Partners
Whether a payment for certain items is a non-deductible capital expend-'
iture, or whether it is either excludible or deductible from the partnership's
income as the retiring partner's distributive share of such income or as a guar-.
anteed payment, depends upon whether a particular item falls into the subsection "a" or "b" category. Thus, payments for the retiring partner's share
in partnership assets and liabilities, for goodwill if the partnership agreement
specifically provides for it, and for substantially appreciated inventory items
are considered capital in nature. For all other payments the partnership is
either entitled to consider these amounts as the retiring partner's distributive
share of income or as a deductible guaranteed payment."°
It was pointed out above that a partnership will terminate if the business
ceases to be conducted as a partnership, or if within a twelve month period
50 per cent or more of the total interest in partnership capital is sold or exchanged.8 However, the liquidation of a partnership interest is not consid:6 See INT. REv. CODE OF 1954 § 453.
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ered to be a sale or exchange for this purpose. 2 Therefore, payments made
under section 736 will not be significant in determining whether the 50 per
cent requirement has been met.
Furthermore, a retiring partner receiving payments under section 736 is
considered to be a partner for tax purposes until his entire interest is liquidated, even though under state or local law he has ceased to be a partner. 3
This rule helps to alleviate the problem of a two man partnership, where one
partner desires to withdraw and the other desires to continue the business.
Without the benefit of this rule, upon retirement of the withdrawing partner,
the business would no longer be conducted as a partnership, but rather as a
sole proprietorship. However, the Regulations are specific in this respect,
stating that if one member of a two man partnership retires, the partnership
is not to be considered as terminated, or the partnership year closed with respect
to either partner, until the interest of the retiring partner is completely liquidated."
After the retiring partner is paid, the remaining partners' basis for their
respective interests in the partnership will be increased, if the partnership assumes the retiring partner's share of partnership liabilities. The amount by
which each remaining partner's basis for his respective partnership interests
will be increased is the amount by which each such partner's share of partnership liabilities is increased."
Nevertheless, a partnership may not adjust the basis of partnership property as the result of liquidating distributions made to the retiring partner,
unless the partnership makes an election to adjust the basis of its assets in
accordance with sections 734, 754 and 755. " The election under section 734
must be made in conjunction with the section 743 election previously discussed,
relating to a non-partner who has purchased a partnership interest and who
has elected to increase the basis of the partnership assets in order to reflect
the purchase price of his interest. Both sections 743 and 734 provide that the
election continue in effect from the year of the election through all subsequent
years, until the election is revoked with the District Director's permission or
until the partnership is terminated.
Neverthless, different rules apply in determinating the amount of the adjustment and the allocation of the adjustment
among particular assets. Furthermore, while the election under section 743
9
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applies only to the transferee partner, the election under section 734 affects
all members of the partnership.
When a distribution in complete liquidation of a partner's interest is
made by the partnership, the adjusted basis of the partnership assets is increased by (1) any gain recognized under section 731(a) (1) to the retiring
partner because he received money in excess of his basis for the partnership
interest, or (2) the excess of the adjusted basis to the partnership of any
property distributed to the retiring partner over the basis which such property
has in the hands of the retiring partner after the distribution, as determined
by section 732.98
The basis of partnership assets will be decreased by (1) any loss recognized to a partner on liquidation under section 731 (a) (2) because cash and
unrealized receivables and inventory did not equal the basis of his partnership
interest, or (2) the excess of the basis of any distributed property to the distributee as determined under section 732, over the adjusted basis of such property to the partnership immediately before the distribution. 9 In computing
both increases and decreases in basis, any special basis adjustment which has
been made under section 743(b) in respect to a transferee partner is included
in determining what the basis was to the retiring partner receiving the distribution. 0 0
Where the distribution is in property other than cash, the assets whose
basis is affected are those assets of a character similar to the distributed property.1 'O Where the distribution is in cash, the adjustment applies only to
capital assets and section 1231(b) property. 102 In the cases where the required increase or decrease in basis cannot be made because the partnership
owns little or no property of the character required to be adjusted, the adjustment will be made when the partnership subsequently acquires property
of a like character to which an adjustment can be made.0 3
COMPARISON OF THE

Two PLANS

The tax results are in many respects the same whether a sale is made by
the retiring partner to his associates, or whether a liquidating distribution
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99 Ibid.
100Ibd
0
2

Regs. § 1.755-1(b) (1).
Ibid. Section 1231(b) property includes, among other property, real and personal property
which is used in the trade or business depreciable under section 167 and held for over six months,
provided this property is not inventory, held primarily for sale in ordinary course of business, or a
copyright or composition described in Section 1221(3).
10 3 Regs. § 1.755-1(b) (4).
102

DICKINSON LAW REVIEW[

(VOL. 64

under section 736 is made. A sale to the other partners gives the retiring
partner possible capital gains on the amount of the sale price which exceeds
the basis of his interest. The same result will obtain under section 736 if an
express provision in the partnership agreement includes payment for goodwill. In either case, the remaining partners will be denied a deduction or an
exclusion for such payments.
Where payments are attributable to unrealized receivables or to substantially appreciated inventory items, the retiring partner will receive ordinary
income. In the case of substantially appreciated inventory items, the remaining partners cannot deduct or exclude these amounts from the partnership
income."' However, since unrealized receivables are specifically considered
as subsection "a" items, the remaining partners can deduct or exclude amounts
attributable to these items if the liquidation under section 736 is in effect."'
- Where the partnership interest is sold, the unrealized receivables are
immediately taken into income. However, where the partnership interest is
liquidated, such receivables continue to be reported on the partnership fiscal
year by virtue of section 736. This is a distinct advantage when unrealized
receivables are a significant part of the interest. By the continued use of the
partnership fiscal year, the bunching of more than one year's income is avoided.
As to the danger involved in terminating the partnership, section 736
appears to have distinct advantages. Since the liquidating distribution is not
considered to be a sale or exchange, and since the retiring partner is considered
to be a partner until he is completely paid, the danger of termination may be
eliminated, except in the case of the two man partnership. Even in the latter
case the danger is minimized, because the parties can fix the date when the
retiring partner is to be fully paid, and thereby control the effects of the
termination of the partnership. On the other hand, these advantages cannot
be obtained when the partnership interest is sold. Where the withdrawing
party is succeeded by a non-member of the partnership, the sale to the incoming partner would fall within the 50 per cent rule for purposes of termination,
because it is a sale or exchange. However, if the transaction provided for
liquidation of the retiring partner's interest and the incoming partner obtained
his interest by contributing cash or money to the partnership, there would be
no sale or -exchange and no danger of termination. Neither the liquidation
of the retiring partner's interest nor the contribution to partnership capital
by the incoming partner is considered a sale or exchange for termination
purposes.
100 54 Regs. § 1.736-1(a) (2)
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With respect to the basis of partnership assets, only the transferee partner
will benefit from an election to adjust basis under section 743, since this adjustment applies only to him. But if the transaction were a section 736 liquidation, any election to adjust basis would be governed by section 734 and all
the remaining partners would benefit by the election to adjust the basis of
partnership assets. This may or may not be advantageous, depending upon
whether the risks inherent in making any election of such a continuing nature
are substantial enough to preclude such an election in the first place.
For the retiring partner to get his much-desired capital gains, the remaining partners will suffer to the extent that they will receive no exclusion or
deduction from partnership income. On the other hand, if the partnership
obtains exclusions or deductions, the retiring partner will pay the price of
receiving ordinary income. Whether the transaction is a sale of the partnership interest or a liquidation of such interest under section 736, the machinery
exists for obtaining either result. However, where the partnership is in danger
of being terminated and where unrealized receivables are involved, section 736
seems to provide a more beneficial solution to all parties concerned.
Nonetheless, no general rules can be safely stated because the factors
involved in deciding which course should be followed are too diverse and
numerous. The alternative best suited for each individual situation depends
upon the particular facts and each party's negotiating abilities.

